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designated contract market or a reg-
istered derivatives transaction execu-
tion facility must submit to the Com-
mission any rules establishing the
terms and conditions of the product
that make it acceptable for clearing
with a certification that the clearing of
the product and the rules and terms
and conditions comply with the Act
and the rules thereunder pursuant to
the procedures of §40.2 of this chapter.

(d) Orders regarding competition. An
applicant or a registered derivatives
clearing organization may request that
the Commission issue an order con-
cerning whether a rule or practice of
the organization is the least anti-
competitive means of achieving the ob-
jectives, purposes, and policies of the
Act.

§39.5 Information relating to deriva-
tives clearing organization oper-
ations.

(a) Upon request by the Commission,
a derivatives clearing organization
shall file with the Commission such in-
formation related to its business as a
clearing organization, including infor-
mation relating to trade and clearing
details, in the form and manner and
within the time as specified by the
Commission in the request.

(b) Upon request by the Commission,
a derivatives clearing organization
shall file with the Commission a writ-
ten demonstration, containing such
supporting data, information and docu-
ments, in the form and manner and
within such time as the Commission
may specify that the derivatives clear-
ing organization is in compliance with
one or more core principles as specified
in the request.

(¢) Information regarding trans-
actions by large traders cleared by a
derivatives clearing organization shall
be filed with the Commission, in a form
and manner acceptable to the Commis-
sion, by futures commission mer-
chants, clearing members, foreign bro-
kers or registered entities other than a
derivatives clearing organization, as
applicable. Provided, however, that if
no such person or entity is required to
file large trader information with the
Commission, such information must be
filed with the Commission by a deriva-
tives clearing organization.
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(d) Upon special call by the Commis-
sion, each futures commission mer-
chant, clearing member or foreign
broker shall provide information to the
Commission concerning customer ac-
counts or related positions cleared on a
derivatives clearing organization or
other multilateral clearing organiza-
tion in the form and manner and with-
in the time specified by the Commis-
sion in the special call.

§39.6 Enforceability.

An agreement, contract or trans-
action submitted to a derivatives
clearing organization for clearance
shall not be void, voidable, subject to
rescission, or otherwise invalidated or
rendered unenforceable as a result of:

(a) A violation by the derivatives
clearing organization of the provisions
of the Act or of Commission regula-
tions; or

(b) Any Commission proceeding to
alter or supplement a rule under sec-
tion 8a(7) of the Act, to declare an
emergency under section 8a(9) of the
Act, or any other proceeding the effect
of which is to alter, supplement, or re-
quire a derivatives clearing organiza-
tion to adopt a specific rule or proce-
dure, or to take or refrain from taking
a specific action.

§39.7 Fraud in connection with the
clearing of transactions on a de-
rivatives clearing organization.

It shall be unlawful for any person,
directly or indirectly, in or in connec-
tion with the clearing of transactions
by a derivatives clearing organization:

(a) To cheat or defraud or attempt to
cheat or defraud any person;

(b) Willfully to make or cause to be
made to any person any false report or
statement or cause to be entered for
any person any false record; or

(c) Willfully to deceive or attempt to
deceive any person by any means what-
soever.

APPENDIX A TO PART 39—APPLICATION
GUIDANCE AND COMPLIANCE WITH
CORE PRINCIPLES

This appendix provides guidance con-
cerning the core principles with which appli-
cants must demonstrate the ability to com-
ply and with which registered derivatives
clearing organizations must continue to
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comply to be granted and to maintain reg-
istration as a derivatives clearing organiza-
tion under section 5b of the Act and §39.3 and
§39.56 of the Commission’s regulations. The
guidance follows each core principle and can
be used to demonstrate core principle com-
pliance under §39.3(a)(iv) and §39.5(d). The
guidance for each core principle is illus-
trative only of the types of matters a clear-
ing organization may address, as applicable,
and is not intended to be a mandatory check-
list. Addressing the criteria set forth in this
appendix would help the Commission in its
consideration of whether the clearing organi-
zation is in compliance with the core prin-
ciples. To the extent that compliance with,
or satisfaction of, a core principle is not self-
explanatory from the face of a clearing orga-
nization’s rules, an application pursuant to
§39.3 or a submission pursuant to §39.5
should include an explanation or other form
of documentation demonstrating that the
clearing organization is able to or does com-
ply with the core principles.

Core Principle A: IN GENERAL—To be reg-
istered and to maintain registration as a deriva-
tives clearing organization, an applicant shall
demonstrate to the Commission that the appli-
cant complies with the core principles specified
in this paragraph. The applicant shall have rea-
sonable discretion in establishing the manner in
which it complies with the core principles.

An entity preparing to submit to the Com-
mission an application to operate as a de-
rivatives clearing organization is encouraged
to contact Commission staff for guidance
and assistance in preparing its application.
Applicants may submit a draft application
for review prior to the submission of an ac-
tual application without triggering the ap-
plication review procedures of §39.3 of the
Commission’s regulations. The Commission
also may require a derivatives clearing orga-
nization to demonstrate to the Commission
that it is operating in compliance with one
or more core principles.

Core Principle B: FINANCIAL RE-
SOURCES—The applicant shall demonstrate
that the applicant has adequate financial,
operational, and managerial resources to dis-
charge the responsibilities of a derivatives
clearing organization.

In addressing Core Principle B, applicants
and registered derivatives clearing organiza-
tions may describe or otherwise document:

1. The resources dedicated to supporting
the clearing function:

a. The level of resources available to the
clearing organization and the sufficiency of
those resources to assure that no material
adverse break in clearing operations will
occur in a variety of market conditions; and

b. The level of member/participant default
such resources could support as dem-
onstrated through use of hypothetical de-
fault scenarios that explain assumptions and
variables factored into the illustrations.
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2. The nature of resources dedicated to sup-
porting the clearing function:

a. The type of the resources, including
their liquidity, and how they could be
accessed and applied by the clearing organi-
zation promptly;

b. How financial and other material infor-
mation will be updated and reported to mem-
bers, the public, if and when appropriate, and
to the Commission on an ongoing basis; and

c. Any legal or operational impediments or
conditions to access.

Core Principle C: PARTICIPANT AND
PRODUCT ELIGIBILITY—The applicant shall
establish (i) appropriate admission and con-
tinuing eligibility standards (including appro-
priate minimum financial requirements) for
members of and participants in the organiza-
tion; and (ii) appropriate standards for deter-
mining eligibility of agreements, contracts, or
transactions submitted to the applicant.

In addressing Core Principle C, applicants
and registered derivatives clearing organiza-
tions may describe or otherwise document:

1. Member/participant admission criteria:

a. How admission standards for its clearing
members/participants would contribute to
the soundness and integrity of operations;
and

b. Matters such as whether these criteria
would be in the form of organization rules
that apply to all clearing members/partici-
pants, whether different levels of member-
ship/participation would relate to different
levels of net worth, income, and credit-
worthiness of members/participants, and
whether margin levels, position limits and
other controls would vary in accordance
with these levels.

2. Member/participant continuing eligi-
bility criteria:

a. A program for monitoring the financial
status of its members/participants; and

b. Whether and how the clearing organiza-
tion would be able to change continuing eli-
gibility criteria in accordance with changes
in a member’s/participant’s financial status.

3. Criteria for instruments acceptable for
clearing:

a. The criteria, and the factors considered
in establishing the criteria, for the types of
agreements, contracts, or transactions it
will clear; and

b. How those criteria take into account the
different risks inherent in clearing different
agreements, contracts, or transactions and
how they affect maintenance of assets to
support the guarantee function in varying
risk environments.

4. The clearing function for each instru-
ment the organization undertakes to clear.

Core Principle D: RISK MANAGEMENT—The
applicant shall have the ability to manage the
risks associated with discharging the respon-
sibilities of a derivatives clearing organization
through the use of appropriate tools and proce-
dures.
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In addressing Core Principle D, applicants
and registered derivatives clearing organiza-
tions may describe or otherwise document:

1. Use of risk analysis tools and proce-
dures:

a. How the adequacy of the overall level of
financial resources would be tested on an on-
going periodic basis in a variety of market
conditions;

b. How the organization would use specific
risk management tools such as stress testing
and value at risk calculations; and

c. What contingency plans the applicant
has for managing extreme market events.

2. Use of collateral:

a. What forms and levels of collateral
would be established and collected;

b. How amounts would be adequate to se-
cure prudentially obligations arising from
clearing transactions and, where applicable,
performing as a central counterparty;

c. The factors considered in determining
appropriate margin levels for an instrument
cleared and for clearing members/partici-
pants;

d. The appropriateness of required or al-
lowed forms of margin given the liquidity
and related requirements of the clearing or-
ganization;

e. How the clearing organization would
value open positions and collateral assets;
and

f. The proposed margin collection schedule
and how it would relate to changes in the
value of market positions and collateral val-
ues.

3. Use of credit limits:

If systems would be implemented that
would prevent members/participants and
other market participants from exceeding
credit limits and how they would operate.

Core Principle E: SETTLEMENT PROCE-
DURES—The applicant shall have the ability to
(i) complete settlements on a timely basis under
varying circumstances; (ii) maintain an ade-
quate record of the flow of funds associated
with each transaction that the applicant clears;
and (iii) comply with the terms and conditions
of any permitted netting or offset arrangements
with other clearing organizations.

In addressing Core Principle E, applicants
and registered derivatives clearing organiza-
tions may describe or otherwise document:

1. Settlement timeframe:

a. Procedures for completing settlements
on a timely basis during times of normal op-
erating conditions; and

b. Procedures for completing settlements
on a timely basis in varying market cir-
cumstances including during a period when
one or more significant members/partici-
pants have defaulted.

2. Recordkeeping:

a. The nature and quality of the informa-
tion collected concerning the flow of funds
involved in clearing and settlement; and
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b. How such information would be re-
corded, maintained and accessed.

3. Interfaces with other clearing organiza-
tions:

How compliance with the terms and condi-
tions of netting or offset arrangements with
other clearing organizations would be met,
including, among others, common banking
or common clearing programs.

Core Principle F: TREATMENT OF
FUNDS—The applicant shall have standards
and procedures designed to protect and en-
sure the safety of member and participant
funds.

In addressing Core Principle F, applicants
and registered derivatives clearing organiza-
tions may describe or otherwise document:

1. Safe custody:

a. The safekeeping of funds, whether in ac-
counts, in depositories, or with custodians,
and how it would meet industry standards of
safety;

b. Any written terms regarding the legal
status of the funds and the specific condi-
tions or prerequisites for movement of the
funds; and

c. The extent to which the deposit of funds
in accounts in depositories or with
custodians would limit concentration of risk.

2. Segregation between customer and pro-
prietary funds:

Requirements or restrictions regarding
commingling customer funds with propri-
etary funds, obligating customer funds for
any purpose other than to purchase, clear,
and settle the products the clearing organi-
zation is clearing, or procedures regarding
customer funds which are subject to cross-
margin or similar agreements, and any other
aspects of customer fund segregation.

3. Investment standards:

a. How customer funds would be invested
consistent with high standards of safety; and

b. How the organization will gather and
keep associated records and data regarding
the details of such investments.

Core Principle G: DEFAULT RULES AND
PROCEDURES—The applicant shall have rules
and procedures designed to allow for efficient,
fair, and safe management of events when mem-
bers or participants become insolvent or other-
wise default on their obligations to the deriva-
tives clearing organization.

In addressing Core Principle G, applicants
and registered derivatives clearing organiza-
tions may describe or otherwise document:

1. Definition of default:

a. The events that will constitute member
or participant default;

b. What action the organization would
take upon a default and how the organiza-
tion would otherwise enforce the definition
of default; and

c. How the organization would address sit-
uations related to but which may not con-
stitute an event of default, such as failure to
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comply with certain rules, failure to main-
tain eligibility standards, actions taken by
other regulatory bodies, or other events.

2. Remedial action:

The authority pursuant to which, and how,
the clearing organization may take appro-
priate action in the event of the default of a
member/participant which may include,
among other things, closing out positions,
replacing positions, set-off, and applying
margin.

3. Process to address shortfalls:

Procedures for the prompt application of
clearing organization and/or member/partici-
pant financial resources to address monetary
shortfalls resulting from a default.

4. Use of cross-margin programs:

How cross-margining programs would pro-
vide for clear, fair, and efficient means of
covering losses in the event of a program
participant default.

5. Customer priority rule:

Rules and procedures regarding priority of
customer accounts over proprietary accounts
of defaulting members/participants and,
where applicable, in the context of special-
ized margin reduction programs such as
cross-margining or trading links with other
exchanges.

Core Principle H: RULE ENFORCEMENT—
The applicant shall (i) maintain adequate ar-
rangements and resources for the effective moni-
toring and enforcement of compliance with rules
of the applicant and for resolution of disputes;
and (ii) have the authority and ability to dis-
cipline, limit, suspend, or terminate a member’s
or participant’s activities for violations of rules
of the applicant.

In addressing Core Principle H, applicants
and registered derivatives clearing organiza-
tions may describe or otherwise document:

1. Surveillance:

Arrangements and resources for the effec-
tive monitoring of compliance with rules re-
lating to clearing practices and financial
surveillance.

2. Enforcement:

Arrangements and resources for the effec-
tive enforcement of rules and authority and
ability to discipline and limit or suspend a
member’s/participant’s activities pursuant
to clear and fair standards.

3. Dispute resolution:

Where applicable, arrangements and re-
sources for resolution of disputes between
customers and members/participants, and be-
tween members/participants.

Core Principle I. SYSTEM SAFEGUARDS—
The applicant shall demonstrate that the appli-
cant (i) has established and will maintain a pro-
gram of oversight and risk analysis to ensure
that the automated systems of the applicant
function properly and have adequate capacity
and security; and (ii) has established and will
maintain emergency procedures and a plan for
disaster recovery, and will periodically test
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backup facilities sufficient to ensure daily proc-
essing, clearing, and settlement of transactions.

In addressing Core Principle I, applicants
and registered derivatives clearing organiza-
tions may describe or otherwise document:

1. Oversight/risk analysis program:

a. Whether a program addresses appro-
priate principles and procedures for the over-
sight of automated systems to ensure that
its clearing systems function properly and
have adequate capacity and security. The
Commission believes that the guidelines
issued by the International Organization of
Securities Commissions (I0OSCO) in 1990 and
adopted by the Commission on November 21,
1990 (55 FR 48670), as supplemented in Octo-
ber 2000, are appropriate guidelines for an
automated clearing system to apply.

b. Emergency procedures and a plan for
disaster recovery; and

c. Periodic testing of back-up facilities and
ability to provide timely processing, clear-
ing, and settlement of transactions.

2. Appropriate periodic objective system
reviews/testing:

a. Any program for the periodic objective
testing and review of the system, including
tests conducted and results; and

b. Confirmation that such testing and re-
view would be performed or assessed by a
qualified independent professional.

Core Principle J: REPORTING—The appli-
cant shall provide to the Commission all infor-
mation necessary for the Commission to conduct
the oversight function of the applicant with re-
spect to the activities of the derivatives clearing
organization.

In addressing Core Principle J, applicants
and registered derivatives clearing organiza-
tions may describe or otherwise document:

1. Information available to or generated by
the clearing organization that will be made
routinely available to the Commission, upon
request and/or as appropriate, to enable the
Commission to perform properly its over-
sight function, including information regard-
ing counterparties and their positions, stress
test results, internal governance, legal pro-
ceedings, and other clearing activities;

2. Information the clearing organization
will make available to the Commission on a
non-routine basis and the circumstances
which would trigger such action;

3. The information the organization in-
tends to make routinely available to mem-
bers/participants and/or the general public;
and

4. Provision of information:

a. The manner in which all relevant rou-
tine or non-routine information will be pro-
vided to the Commission, whether by elec-
tronic or other means; and

b. The manner in which any information
will be made available to members/partici-
pants and/or the general public.

Core Principle K: RECORDKEEPING—The
applicant shall maintain records of all activities
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related to the business of the applicant as a de-
rivatives clearing organization in a form and
manner acceptable to the Commission for a pe-
riod of 5 years.

In addressing Core Principle K, applicants
and registered derivatives clearing organiza-
tions may describe or otherwise document:

1. The different activities related to the en-
tity as a clearing organization for which it
must maintain records; and

2. How the entity would satisfy the per-
formance standards of Commission regula-
tion 1.31 (17 CFR 1.31), reserved in this part
39 and applicable to derivatives clearing or-
ganizations, including:

a. What ‘“‘full” or ‘‘complete” would en-
compass with respect to each type of book or
record that would be maintained;

b. The form and manner in which books or
records would be compiled and maintained
with respect to each type of activity for
which such books or records would be kept;

c. Confirmation that books and records
would be open to inspection by any rep-
resentative of the Commission or of the U.S.
Department of Justice;

d. How long books and records would be
readily available and how they would be
made readily available during the first two
years; and

e. How long books and records would be
maintained (and confirmation that, in any
event, they would be maintained for at least
five years).

Core Principle L: PUBLIC INFORMATION—
The applicant shall make information con-
cerning the rules and operating procedures gov-
erning the clearing and settlement systems (in-
cluding default procedures) available to market
participants.

In addressing Core Principle L, applicants
and registered derivatives clearing organiza-
tions may describe or otherwise document:

Disclosure of information regarding rules
and operating procedures governing clearing
and settlement systems:

a. Which rules and operating procedures
governing clearing and settlement systems
should be disclosed to the public, to whom
they would be disclosed, and how they would
be disclosed;

b. What other information would be avail-
able regarding the operation, purpose and ef-
fect of the clearing organization’s rules;

c. How members/participants may become
familiar with such procedures before partici-
pating in operations; and

d. How members/participants will be in-
formed of their specific rights and obliga-
tions preceding a default and upon a default,
and of the specific rights, options and obliga-
tions of the clearing organization preceding
and upon the member’s/participant’s default.

Core Principle M: INFORMATION SHAR-
ING—The applicant shall (i) enter into and
abide by the terms of all appropriate and appli-
cable domestic and international information-
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sharing agreements; and (ii) use relevant infor-
mation obtained from the agreements in car-
rying out the clearing organization’s risk man-
agement program.

In addressing Core Principle M, applicants
and registered derivatives clearing organiza-
tions may describe or otherwise document:

1. Applicable appropriate domestic and
international information-sharing agree-
ments and arrangements including the dif-
ferent types of domestic and international
information-sharing arrangements, both for-
mal and informal, which the clearing organi-
zation views as appropriate and applicable to
its operations.

2. How information obtained from informa-
tion-sharing arrangements would be used to
carry out risk management and surveillance
programs:

a. How information obtained from any in-
formation-sharing arrangements would be
used to further the objectives of the clearing
organization’s risk management program
and any of its surveillance programs includ-
ing financial surveillance and continuing eli-
gibility of its members/participants;

b. How accurate information is expected to
be obtained and the mechanisms or proce-
dures which would make timely use and ap-
plication of all information; and

c. The types of information expected to be
shared and how that information would be
shared.

Core Principle N: ANTITRUST CONSIDER-
ATIONS—Unless appropriate to achieve the
purposes of this Act, the derivatives clearing or-
ganization shall avoid (i) adopting any rule or
taking any action that results in any unreason-
able restraint of trade; or (ii) imposing any ma-
terial anticompetitive burden on trading on the
contract market.

Pursuant to section 5b(c)(3) of the Act, a
registered derivatives clearing organization
or an entity seeking registration as a deriva-
tives clearing organization may request that
the Commission issue an order concerning
whether a rule or practice of the organiza-
tion is the least anticompetitive means of
achieving the objectives, purposes, and poli-
cies of the Act. The Commission intends to
apply section 15(b) of the Act to its consider-
ation of issues under this core principle in a
manner consistent with that previously ap-
plied to contract markets.

PART 40—PROVISIONS COMMON
TO CONTRACT MARKETS, DE-
RIVATIVES TRANSACTION EXECU-
TION FACILITIES AND DERIVA-
TIVES CLEARING ORGANIZA-
TIONS

Sec.
40.1 Definitions.
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